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Abstr act

The objective of this study is to shed Iight on whet her
and how m croenterprise prograns can be used as an econom C
devel opnent strategy to enable | owinconme people to achieve
sel f-sufficiency through self-enmploynent. Qur findings
provide little support for the notion that hard work and a
smal | | oan are sufficient ingredients for business success.
Viable small firms are usually headed by wel |l -educated owners
and/ or those possessing specific skills that serve as a basis
for successful business creation and operation. Potenti al
entrepreneurs | acking assets, skills, and support networks are
unlikely to support thensel ves through self-enpl oynent
earnings alone. As a poverty alleviation strategy,
m croenterprise is not a panacea. Nevertheless, prograns
targeting the poor who do have skills, resources, and support
net wor ks can be useful vehicles for hel ping sone to escape
poverty.
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Microenterprise programs have received a great ded of atention in the US in recent years asthe
number and scope of programs have grown. The Aspen Indtitute's 1996 Directory of U.S.
Microenterprise Programs (Severens & Kays, 1997) profiled 328 programsin 46 states that assisted
in the creation and growth of over 36,211 businessesin 1995 aone, mostly among low-income people.
Microenterprise programs provide credit to people who want to be self-employed but who cannot
obtain credit through traditiona channels. Entrepreneurs who use these programs typicaly have little or
no collaterd, problematic credit histories, and nothing but swest equity to invest in their businesses.
Although disadvantaged persons seeking to creste or expand smal businesses are the target clientele,
microenterprise programs themsdves vary in the ways they define * disadvantaged” and “small
busness” Nearly dl programs define disadvantaged as people who have difficulty gaining accessto
credit and training; many further define their target populations by focusing on specific groups.
Minorities and women are often the targeted beneficiaries, based upon the belief that discrimination
aong the lines of race, ethnicity, and gender skews access to business credit and training. The most
commonly targeted clients within the larger “ difficult access’ group, however, are low-income people.

Although US microenterprise programs commonly target the poor or near poor, the range of
socioeconomic levelsthat programs serve is rather wide, with 20% reporting annua incomes below
$6,000 and 15% reporting annual incomes above $30,000. These income numbers refer to the annud
earnings of the respondent only. Household levels are higher, with a median respondent annua
household income of $23,332. The width of this range indicates that income leve is not the only factor
impeding access to credit and training. Income leve, furthermore, isatricky indicator of persond
disadvantage. Survey data can only provide a snapshot, whereas change over time is much more telling.
Does current low income reflect chronic poverty, or has the potentia entrepreneur experienced a
temporary change in circumstances such as unemployment? We explore aternative measures of
economic disadvantaged -- including lack of ahigh school diploma-- in our analysis of salf-employment
and amal business viability.



This study focuses on one key claim advocated by a subset of microenterprise proponents --
the claim that poor, disadvantaged minority populations can use microenterprise programs as an entry
point into the mainstream economy and as aroute out of poverty. We have analyzed quantitative data
from the US Bureau of the Census, Characteristics of Business Owners (CBO) survey (1991) and
quaitetive data from interviews with participants in microenterprise programs to examine the
characterigtics of disadvantaged smal business owners and their firmsin order to determine which are
most likely to succeed. Although evidence suggests that clients of microenterprise programs obtain a
range of benefits from participation in these programs, such as increased self-esteem and greater
economic literacy (Servon, 1998), we define success more narrowly for the purposes of this research.

We are most interested in understanding the characteristics of businesses and entrepreneurs that
lead to economic sdf-aufficiency. Our examination of these detailed nationwide data suggest that smdll
business ownership is often associated with working poverty. At the same time, sdf-employment
income packaged with other income sources clearly helps to boost the earning power of many low-
income households. For some disadvantaged participants in microenterprise programs, self-
employment is aroute to income salf-sufficiency. We search for successin self-employment in order to
maximize the overlap between these people and program services that meet their needs. One mgor
objective is to determine the sdf-employment scenarios that are most likely to result in higher earnings.
These scenarios are contrasted with types of small businesses that are least likely to provide avenues for

bootstrapping oneself out of poverty.



Our findings provide little support for the popular notion that hard work, frugd living, and a
amdl amount of financia capitd are sufficient ingredients for business success. Fird, young smdl
businesses achieve greater profitability when their owners are well educated, and/or possess specific
skillsthat serve as abasisfor business viability. Second, the more profitable young, minority-owned
firms compete in the mainstream economy. Catering to minority dients only makesit difficult to achieve
businessviahility. Third, many types of business -- particularly more profitable lines -- require
sgnificant capitaization, both financid and human, especidly in the first year or two. And fourth, the
type of busnessitsdlf can be an important determinant of success. Traditiond lines of business, such as
persond services and smal-scale retailing, tend to be favored by clients of microenterprise programs,
yet these are the least profitable lines of small business. Lacking income, assets, and a strong support
network of family, friends, and mentors, the new business owner may smply be unable to survive the
lean Sartup phase of operations.

We argue that microenterprise programs -- particularly those that are credit-led -- should target
the subset of the poor who do have the skills, resources, and the support networks that are
preconditions for successful smal business creetion. For those that do not, microenterprise programs
must emphasize intensive training programs capable of providing potentia business owners with specific
skillsthat can serve as abasisfor viable smal firm creation and operation. Recent research suggests
that mature, well-established microenterprise programs have learned important |essons about screening
and providing appropriate training (Servon, forthcoming). Microenterprise programs do add to the
financia and human capacity of these firms, but the entrepreneurs need to come to sdf-employment with
abase of skills, support, and determination.

In the next section, we review the definition of critica terms—* disadvantaged” and “small
business’—and how these terms have been employed in other studies of microenterprise and by
microenterprise programs. In terms of providing guidance about how poor minorities might use
microenterprise as aroute out of poverty, we find that existing microenterprise program evauations are
deficient. Because the diverse findings of these microenterprise studies are rooted in definitions of terms

such as disadvantaged, it is necessary to explore how different definitions lead to different conclusons.



The section that follows introduces the quaitative and quantitative databases that we use to
explore traits of firms and owners that help us to ddineate viable from nonviable smal businesses.
Next, we examine the sdlient characteristics of small, minority-owned firms formed by disadvantaged
owners. We examine gaps between the characterigtics of successful self-employed individuas and the
firms they operate and the groups targeted by microenterprise programs. The final section sets out
policy and program recommendations based on our findings.

DEFINING “SMALL” AND “DISADVANTAGED” IN THE MICROENTERPRISE
CONTEXT

The definition of key terms such as “disadvantaged” and “smdl business’ is criticaly important
to deriving the methodology and interpreting the substantive findings of this sudy. One can make
microenterprises gppear to be highly nonviable, rather viable, or somewhere in between by smply
dtering one s definitions of disadvantaged and smd| business.

A comprehensive study by Spalter-Roth, Soto, and Zandnigpour (1994) questioned the efficacy
of relying upon microenterprise as an anti-poverty strategy for women. Their analys's of women
nationwide who received some sort of means-tested transfer payments found that 140,332 of them
reported salf-employment income. This same study found that among employed women, self-employed
women were the most likely group to be married to a full-time, full-year working spouse (Spater-Roth,
et d., 1994). Among these self-employed women receiving transfer payments, mean annua hours
devoted to salf-employment were 605, and mean sdf-employment earnings were $1,948. On an hourly
basis, this trandates into $3.22 per hour. Mogt of these women, however, did not rely solely on this
source of earned income: Half engaged in sdf-employment in combination with other wage and sdary
jobs or a second self-employment job (Spater-Roth, et a., 1994). Their average hourly earnings from
their wage job were $4.50, indicating that self-employment yielded less per hour of work than wage
employment. This study is based upon a US Bureau of the Census data base known as Survey of
Income and Program Participation (SIPP). Earnings cd culations were based upon the 1984, 1986,
1987, and 1988 SIPP panels; dollar amounts are stated in 1990 dollars. Note that this study defines



disadvantaged in terms of women who receive trandfer payments and small business asinduding any
disadvantaged person who reports any amount of self-employment earnings.  These specific definitions
trandate into low sdlf-employment returns and the equation of self-employment among the
disadvantaged with working poverty. The question remains whether these women could obtain as much
work as they wanted through higher-yielding wage labor. 1n addition, it isimportant to recognize that
very few microenterprise programs existed during the period in which data were collected, making it
unlikely that the women included in this study had participated in microenterprise programs. Therefore,
this study is more useful for understanding the role of sdf-employment in generd than the vaue of
training and credit received through microenterprise programs.

In contrast to the findings of Spater-Roth, et d., Raheim offers a positive andysis of the
microenterprise strategy. Raheim (1996) reported on the outcome of the Self-Employment Investment
Demondtration (SEID) program, amulti-state micro-enterprise experimenta program for AFDC
recipients that was implemented in 1986. Raheim concluded that * micro-enterprise devel opment has
proven to be a viable gpproach to creating economic opportunity for many low-income and
unemployed Americans’ (1996, p.72). Among the businesses created during the SEID program by
welfare recipients that were gill operating in 1993, Raheim reported that mean firm income in that year
was $21,231; the median corresponding to that figure, however, was lower and the variation was wide.

Our atempt to reconcile Raheim'’ s findings of microenterprise success with the findings
of Spalter-Roth, et d. led usto review the full report on the SEID project (Raheim & Alter, 1995). We
found that Raheim’s statement that “the mean income was $21,231" (1996, p. 78) refers not to
microenterprise profits but to their gross saes revenues. Among the welfare recipient entrepreneursin
the SEID project, deducting mean 1993 total business expenses of $18,220 from mean gross revenues
of $21,231 suggests amodest net profit of $3,011 for the average microenterprise (Raheim & Alter,
1995, p. 37). The median microenterprise reported gross sales revenues of $3,000 in 1993, but
median expenses and residua firm net income were not reported.

Thered profit figure of $3,011 emerging from Raheim’'s study was till over one-third
higher than the $1,948 amount reported by Spater-Roth, et a. (1994). Why the difference? Raheim



studied a survivor group of firms remaining a the end of atime-series analyss. Spdter-Roth, et a. used
SIPP cross-sectiond data to generate their representative sample of women nationwide who received
means-tested welfare payments. The SEID evaluation studied a self-selected and screened group of
120 entrepreneuria welfare recipients, of whom only 2.6 % lacked a high school degree; 20% were
sef-employed before they entered the SEID program, and 74.5% were college-educated. Among the
self-employed studied by Spalter-Roth, et d. (1994), nearly 80% had never attended college. Given
the higher profits accruing to the college-educated self-employed (Bates, 1997), the microenterprise
profitability figures discussed above are quite compatible across studies.

Data from the Aspen Indtitute’' s Sef-Employment Learning Project (SELP), afive-year
outcome assessment that tracked US microenterprise programs from 1991 through 1996, add greater
clarity. SELP analyzed an interview-based sample of 405 of the entrepreneurs served by various
programs. Over haf of those owning businesses reported thet they pieced together income from a
business with other employment for wages. Fifty-three percent of the program participants interviewed
by SEL P sought sdlf-employment because they needed more money or were unemployed. Most were
women and/or minorities.

While the microenterprise strategy most commonly targets poor, disadvantaged people
interested in starting or expanding a small business, research to date shows that many microenterprise
programs are experiencing some difficulty in reaching this group. The SELP study found that the typica
microentrepreneur was an educated, skilled worker.  Eighty-two % had a high-school level education
or more; 33% had some college or atechnica degree; another 18% had a college degree, and 6%
completed some post-graduate work (Clark & Huston, 1993). Finaly, nearly half of dl respondents
owned their homes and most of them reported household incomes well above the poverty line.
Although microenterprise programs set out to bring entrepreneurship to the most disadvantaged
populations, the portrait that has emerged makes sense, given the demands involved in running a
business. Even among the lower income and welfare recipient participants in microenterprise programs,
observed education and skill levels are surprisingly high. As aresult, the microenterprise field has begun
to diversfy. Many programs, recognizing thet the group they are actuadly serving differs from the group



they origindly targeted, have decided to focus either on the group that is ready to borrow or on whose
who need the most help.
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At any onetime, there exists in the US a nontrivia number of college-educated people who are
either poor, on wdfare, or both. The transitory choices and misfortunes that produce such poverty
include bouts of serious unemployment, marriage dissolution, serious accidents and illnesses, and
lifestyle decisons to depart from secure employment for a multitude of reasons. In addition, some
college education does not dways trandate into a stable, well-paying job that can sustain afamily.
Given the fact that this group seems to have trouble gaining access to credit and training through
traditional channds, perhaps the redlities of today’ s economy place these non-college graduates into the
disadvantaged category. Further, part-time sdf-employment, packaged with wage income, can be an
important boost to household income. Individuas in these categories are often attracted to
microenterprise programs. Are they disadvantaged? Once again, the answer depends upon the
definition applied.

METHODOLOGY
This article combines quantitative and qualitative data and andyssin an attempt to obtain a
three-dimensiond perspective that neither quantitative nor quaitative work alone can achieve. The
quantitative analysis provides amore globa context of the kinds of smal businesses that are mogt likely
to help entrepreneurs to become sdlf-sufficient and the characteristics of disadvantaged entrepreneurs
who are mogt likely to successfully launch successful businesses. The quditative andyss hdps usto
understand the specific roles that self-employment in genera, and microenterprise programsin

paticular, play in the lives and economic stuations of individua entrepreneurs.

Quantitative Analysis
Many people generate smal amounts of self-employment income, but they are not redlly running
asmal busness. Because we are seeking to identify traits of viable small firms, our sdlected definition
of what conditutes afirmisintentionaly narrow. Our small business data are drawn from the US

Bureau of the Census, Characteristics of Business Owners (CBO) database: Only those firms
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generating annua gross sales revenues of $5,000 or more are included, and this regtrictive definition
underlies our summary statistics on smal business characteristics and owner traits.

We chose to exclude businesses with saes revenues under $5,000 for three reasons. First,
many people dabble briefly in salf-employment, because they are thinking about possibly launching a
amadl busness. Reynolds and Miller esimate that roughly onein 30 of dl adults active in the US |abor
force “ gppear to be involved in anew firm Sartup at any point intime’ (1992, p. 405). Many of these
potentia firms never emerge from the formative stage because the various barriers to smdl business
viability are too grest for the prospective owner to overcome. The potentia entrepreneur may redlize,
for example, that she lacks sufficient financia capita to pursue dreams of smdl business ownership.
Such formative activities that do not actually result in smal business formation do, nonetheless, generate
smdl amounts of salf-employment revenues. Applying a $5,000 revenue cutoff isaway of weeding out
s f-employment dabblers.

Data from microenterprise programs support our contention that many people test the sdlf-
employment waters and decide not to continue for a variety of reasons. Women's Initiative for Self
Employment, a San Francisco-based microenterprise program, recently conducted a survey of all
program participants to determine how they progressed after completing the required courses. The
respondents who were not currently in business were asked to check the reasons why they were not.
(Responses, which areillustrated in Table 1, add up to more than 100% because respondents were
asked to check al applicable factors.)

INSERT TABLE 1 HERE

Second, many people generate self-employment income even though they have no intention of
owning asmal business. Sometimes employees, or people seeking wage work, are offered
opportunities to work as independent contractors. Thisis most common with temporary jobs, and the
people who fill such jobs technically receive self-employment income instead of wages. Use of a
$5,000 cutoff, once again, isaway of weeding out those working temporarily as independent

contractors who are not running small businesses (Bates, 1990).

12



Third, smal amounts of self-employment income are often generated by hobbies or leisure-time
activities. An amateur painter may sell apiece of artwork; a collector may sdl acollectible. These
activities comprise avadt gray area, and it is difficult to differentiate the person serioudy trying to
operate asmall business from the dabbler who redlly does not consider hersdf salf-employed.

If oneincludes dl of the dabblers and independent contractors in one' s base population of small
businesses, then annud satistics on gross sales and net income from smdl business (or sdif-
employment) will exhibit very low median vaues, high sandard deviations, and large gaps between
reported median and mean values. No single cutoff can accurately separate dl of the casud sdf-
employment dabblers from the smdl business owners, and the $5,000 gross sales cutoff used in this
sudy isintentionaly steep, serving to diminate, for example, over 50% of the high-school dropout
minoritieswho filed small business federd income tax returnsin 1987. This methodologica technique
contrasts sharply with the highly inclusive sdf-employment definition that led Spater-Roth, et d.
(1994) to conclude that annua salf-employment earnings average $1,948 for women receiving means-
tested trandfer payments. The highly exclusive smdl business definition that we have applied to the
CBO data describing minorities is equivaent to skewing the analysis toward a positive portraya of these
smdl busnesses.

The CBO samples of smal businesses andyzed in this sudy are nationd samples of dl firms that
filed smal businessincome-tax returns (as proprietorships, partnerships, or corporations) in 1987.
Compiled by the Census Bureaw, these firm samples are representative of the small business universe,
subject to the $5,000 gross revenues cutoff. The CBO data were generated from an underlying survey
of 125,000 sdf-employed persons that was conducted by the Census Bureau in 1991. Minorities, who
represented 75,000 of the surveyed individuds, were intentionaly very heavily oversampled. More fully
described in Nucci (1992) and Bates (1997), the CBO database is, therefore, ided for andyzing
subsets of minority firms. CBO data are unique in that they describe both the traits of firms and the
characteristics of their owners. Other databases describe owner traits or firm traits, but not both
(Bates, 1997).

13



Some of the smdll business literature makes a digtinction between an entrepreneur and someone
who is sef-employed. Lichtenstein and Lyons claim that “ entrepreneurs are attempting to develop
something new [while] people who are sdf-employed...engage in sdlling their |abor to perform” routine
tasks (1996, p.22). Microenterprise programs commonly do not make this distinction and instead focus
on developing the entrepreneurial characterigtics of those who are self-employed or wish to be; nor do
Census Bureau databases make such digtinctions. In this article, we use these terms interchangesbly.

Qualitative Analysis

The quditative andysis relies on case studies of three microenterprise programsin US inner
cities Women's Initiaive for Saf Employment (Women's Initiative) in San Francisco/Oakland, which
serves low- and moderate-income women; Working Capita in Boston, which targets low-income
minority communities but does not target based on any individual characterigtics; and Accion New
York, which is based in Brooklyn and targets Latinos. While dl three programs provide smal amounts
of credit to microenterpeneurs, the role credit plays within each program’s larger mission differs greetly
from one program to ancther. Women's Initiative emphasizes the training component of asssting
potentiad microenterprise owners, and uses loans to assst only asmall subset of its clients. Working
Capitd, in contrat, is overwhelmingly oriented toward making loans and does not offer the formal
classes on how to run asmall business that are the focus of Women's Initiative. Accion New Y ork
differs from Working Capitd in that it will not lend to Sart-ups: All of its loan recipients have been in
businessfor a least ayear. Accion offersindividua consulting to its business clients, but not the formal
classroom indruction that typifies Women's Initiative. Accion New Y ork, Working Capitd, and
Women's Initiative are broadly representative of the more than 300 microenterprise assstance programs
presently operating in the US: These programs vary greetly in their emphasis on lending versus training,
and they serve diverse disadvantaged clienteles (Servon, 1997). This study utilizes selected interndly
generated data describing Women's Initiative, Working Capita, and Accion programs, but our major
reliance is upon in-depth interviews with program clients and staff that were conducted by one of the

authors.
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TRAITSOF DISADVANTAGED FIRMSAND THE CONTEXT INWHICH THEY
OPERATE

Poor, disadvantaged Americans, dmost by definition, are rarely the ones possessing college
degrees, marketable technical skills, or significant persond net worth. Y et, these are the traits most
often associated with successful small business creation (Bates, 1997; Gerber, 1995). The SELP and
SEID evauations of microenterprise loan programs discussed earlier in this article revedled that
recipients of microenterprise aid are often relatively well-educated and many possess household
incomes well above the poverty line. Our in-depth interviews with participantsin the Accion, Working
Capita, and Women's Initiative programs reved asmilar pattern-- most possess some skill or
experience in their line of business. The interview data dso reved two additiona characterigtics thet the
Quantitative data miss—most microentrepreneurs who are able to achieve sdf-sufficiency through self-
employment possess a strong support network of family and friends and a fierce determination to
succeed. The combination of additiona business-related training and access to capita, which
microenterprise programs provide, can boost the sdlf-employment activity of entrepreneurs who
possess these characterigtics.

The success of those entrepreneurs who makeit is largely because they possess human and
financia capita resources that most poor people lack. A small loan cannot remove the main barrier to
successful small business creation, and smal amounts of financia capital cannot overcome human-
capita deficiencies. Thisis precisgly why the training component of many programs—particularly those
that have maintained a commitment to serving the very poor—has grown, while loan funds at many
programs remain underutilized.

To develop an understanding of how persons lacking traits commonly associated with successful
small business creation are actualy doing in the saf-employment ream, we selected from the CBO
database a subset of firms owned by minorities who fit common disadvantaged stereotypes. We
selected only those minority business enterprises (MBES) whose owners were not high school graduates
(described in Table 2). All of these owners started firms between 1979 and 1987 with investments of

15



under $5,000 in financid capitd. Over hdf of the firmsin this small business subset had immigrant

owners, many of whom were Hispanic and only afew, Asan. Nearly haf (46.9%) of the firms

described in Table 2 were started with no owner investment of financial capita whatsoever. Gross sdes

in 1987 were typicaly low, with 61.6% of the firms generating tota revenues of under $20,000. Y,

these firms were often vitaly important contributors to household income: 46.7% of the owners

reported that earnings from their small businesses were the magjor source of their household income.
INSERT TABLE TWO HERE

Table 2 data were derived from the CBO database, and they are representative of the minority
subgroup owners nationwide (high school dropout, minimal financid investment) who grossed $5000 or
morein income and filed smal business income tax returns with the Internal Revenue Service in 1987.
Overdl, according to CBO data, 31.9% of al minority-owned businesses nationwide reported gross
revenues of under $5,000 in 1987 (US Bureau of the Census, 1991).

Low household income was commonplace among this CBO subpopulation of the salf-
employed, but it certainly was not universal: 48.8% reported household incomes from al sources of
under $15,000. Sdf-employment isnot a high-yielding activity for most: 61.6% of the firms generated
before-tax profits of under $10,000 in 1987. Y et, asignificant subset did well, with 9.7% of the firms
netting $25,000 and up. What sort of individua, lacking a high schoaol diploma and financia resources,
doeswel in smdl business ownership? Looking soldly at the firms netting $10,000 or more before
taxesin 1987, a clear-cut profile emerges: The successful person pursuing sdf-employment in this niche
ismaost commonly amae working in congruction.

Persons in congtruction nationwide, in fact, have the highest salf-employment rate (over 22%)
observed in any mgor industry group in the US (Devine & Mlaker, 1992). The mgority of those
employed in congtruction work in a specific skilled craft, such as carpentry or plumbing, and the skilled
craftsperson is most apt to be sdf-employed. Among those described in Table 2, male immigrant
Hispanics in congtruction were quite common. This pattern is partidly rooted in discriminatory barriers

limiting women and non-immigrant minority accessto training in skilled crafts (Bates & Howell, 1997,
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Waddinger & Bailey, 1991). AsTable 2 indicates, only 1.3% of the women-owned firmswerein
construction, versus 26.4% of the male-owned firms.

Barriersto acquiring training in the skilled congtruction crafts that block this route to US-born
minorities and women can, on the other hand, provide opportunities to immigrant minorities. Becoming
askilled sheet-metd worker is nearly impossible for minorities growing up in the New Y ork City area
(Waldinger & Bailey, 1991). In Mexico, however, there is no counterpart to the US phenomenon of
old-boy networks in construction that minimize access to skill acquisition for persons not connected with
the gpplicable networks, including most minorities. Asaresult, skilled congtruction workerswho are
sef-employed are often immigrants, including most Higpanics and over 40% of blacks self-employed in
congtruction in the New Y ork City areain 1987 (Bates & Howell, 1997). Possessing a skill such as
carpentry is an important form of human capital and supports the notion that one needs gppropriate
human capitd to pursue smdl business ownership/salf-employment successfully.

Every sudy of “disadvantaged” small business suffers from selection bias because selected
parameters have been used to pluck a disadvantaged subset out of a broader small business universe.
By focusing solely upon minority-owned businesses grossing revenues of a least $5,000 annualy, we
have attempted to remove the casua sdf-employed, but we undoubtedly have cast out as well some
serious business atempts that were complete flops. The remaining subset of minority firms-- al having
owners lacking high school diplomas, and dl started with less than $5,000 capitdization -- has a ditinct
profile: 79.3% of the business owners are married and live with their spouse, and 77.9% of the owners
aremaes. High mae representation is partly rooted in high congtruction representation: 8.8% of al
minority businesses in 1987 were in congtruction, compared to 22.8% of the disadvantaged minority
firms described in Table 2.

Overal, 38.4% of these disadvantaged firms generated net profits of $10,000 or more in 1987,
and 70.8% of them were dill in businessin late 1991 (Table 2). More often than not, the business
owners were part of households that had multiple income sources—the presence of other sources acts
asakind of safety net. For over 46% of the householdsin which Table 2 firms are embedded, business

earnings were the mgjor source of household income. Business earnings appear to boost many of these
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households over the poverty line. Even in cases where business earnings are less than $10,000, these
earnings, in combination with other household income sources, are vitd to lifting the family out of
poverty. It isnoteworthy, nonetheless, that by themselves most of these businesses generate inadequate
earnings to maintain afamily of four above the poverty line.

Our overview of disadvantaged businesses owned by minorities reved's gaps between the
frequent traits of successful firm owners -- mae, married -- and the groups often targeted by
microenterprise programs, particularly welfare recipients -- femae, often not living with a spouse
(Raheim & Alter, 1995; Spdter-Roth, et d., 1994). Microenterprise programs target these groupsin
order to provide access to some of the ingredients- - support, training, and capita- -that these groups
lack and that impede their ability to Start successful businesses. The mgjority of the businesses
described in Table 2 provide supplementa income rather than make their owners sdlf-sufficient. The
sameis true among firms assisted by microenterprise programs. On one hand, this Situation is a pogtive
one -- these businesses earnings often combine with other income to raise a household above the
poverty line. On the other hand, given that the primary focus of this research is sdlf-sufficiency, we must
continue to think about ways to increase the ability of these businesses to provide greater support.

The above discusson of minorities saf-employed in congruction highlights avitaly important
agpect of successin smal business operation that is often overlooked: Some lines of business
consstently offer higher returnsto their owners than others. The types of firms started by
microenterprise |oan recipients are often those that yield much lower returns.

Minority and women-owned businesses traditionaly have been heavily concentrated in small-
scaeretall and persona service firms (often referred to as “traditiond” lines of business). Among
minority-owned firms operating in these fields, most cater to aminority clientde. Emerging firmsinclude
al other fidds, particularly busnessesthat sdl to aracidly diverse or largely nonminority dientele.
Business sarvices, congruction, and manufacturing are fields that are most prone to seek customersin
the broader economy (Bates, 1993).

Businesses sarted in microenterprise programs are often traditiona. Persona servicefirms, in

particular, have low barriers to entry and are therefore attractive to beginning entrepreneurs. In order to
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understand how the issue of business sectors plays out in abroader context, we returned to CBO data
to examine African-American-owned busi nesses sarted since 1979. An established body of literature
andyses black-owned firms, which facilitates our attempt to identify how disadvantaged businesses it
into this broader small business universe (Bates, 1993).

Table 3 describes a representative nationwide sample of black-owned firms operating in
1987 that had been formed since 1979 (young firms). The sampling criteria resemble those used in the
previous section -- dl firms grossed $5,000 or more and filed a federd small business income tax return
-- but no regtriction has been imposed regarding owner education or firm capitaization. To facilitate
andysis of market potentia, black-owned firms are divided into traditional and emerging firm subgroups
(Table 3).

INSERT TABLE THREE HERE

Emerging lines of black enterprise have been the dominant growth areas in the past two
decades, and they are, on average, more profitable than traditiona lines of black business. Among firms
headed by owners who devoted 2,000 or more hours to running the business (full-time owners),
traditional and emerging firms reported mean profits of $13,264 and $18,236, respectively. The
traditional/emerging dichotomy is particularly relevant because black women business owners are very
heavily overrepresented in the traditiond fields: 50% of the young traditiond lines of black enterprise
described in Table 3 are women-owned, while men dominate the emerging fields. Gender stereotyping,
more than educationa credentials, underlies this pattern of business concentration. Among black men
lacking high school degrees, the most common type of self-employment is condtruction (an emerging
field active in the mainstream economy), whereas women are most concentrated in the beauty parlor
niche (atraditiona field reliant upon minority clients). Persond services generdly, and beauty parlors
specificaly, are the least profitable lines of black business enterprise.

Overdl, black business owners in the higher yielding, more rgpidly growing emerging
fields are somewhat more likely to be high school dropouts (20.1%) than in the stagnant, lower yielding
traditiond lines of business (in which 17.5% of the owners are dropouts). College graduates are
certainly much more atracted to the emerging fieds (Table 3). Among college-educated, full-time
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owners of black businesses, the emerging group reports profits that are 63.4% higher than those
typifying the traditiond firm group. Their heavy overconcentration in low-yielding traditiona business
fields clearly depresses the salf-employment earnings of African-American women.

Ordinary Least Squares (OL S) regression equations explaining the log of the dollar
amount of firm pretax profits are presented in Table 4 for the samples of traditiona and emerging black-
owned firms. The purpose of the regresson exercisesis to differentiate firm and owner traits associated
with higher profits (hence, higher business earnings to support household income) from those linked to
lower profits. A secondary purpose isto measure how low firm capitalization, weak educationa
credentids, and female ownership impact profitability since these traits often represent characterigtics of
owners (and firms) targeted for assstance by programs aiding disadvantaged businesses. Table4's
OL S regressions andyze the firms described in Table 3, and the explanatory varigbles are defined in
detall in Table 7.

More profitable firms, whether traditiona or emerging, are clearly the larger scde
operations, and three specific traits typify the larger black-owned businesses. Those owners who work
full-time in their businesses, invest substantia financid capitd to launch their ventures, and utilize paid
employees are the ones running the larger firms and earning the higher profits (Table 4). Furthermore,
male owners and those possessing manageria experience prior to self-employment entry generate higher
profits than women and persons lacking manageria experience, other factors congtant. Two traitsare
consgtently linked to lower profitsin Table 4’ sregresson models. operating afirm that hasbeen in
operation for no more than two years and catering to a clientele that is predominantly minority.
Particularly noteworthy isthe finding that traditiond and emerging black firmsthat cater to a minority
clientele are significantly less profitable than those competing in the broader, racialy diverse economy.
Emerging firmsin the business services, congruction, trangportation, manufacturing, and wholesaing
fields are most prone to serve aracidly diverse or largely nonminority clientele. Interestingly, this
breakdown includes two industry groups -- construction and transportation -- in which few of the
owners have attended college. Serving aracidly diverse clientee is not afirm trait narrowly linked to

college-graduate owners. In fact, the regression variables measuring owner education levels exhibited

20



much wesker than expected relaionshipsto firm profit levels. Among the traditiond black-owned
businesses, college graduates, other factors constant, generated profits that were not significantly
different from those accruing to high school dropouts. In the emerging businessfidds, only those
owners with post-graduate education were earning significantly higher profits than high school dropouts.
Possessing a bachelor’ s degree is often aroute to jobs that provide managerid experience, thus
indirectly contributing to higher firm profits. The college graduate trait by itsdf, however, isawesk
determinant of firm profits.

INSERT TABLE FOUR HERE

Beyond management experience, the other owner trait thet is strongly linked to profit levelsin
traditiond lines of businessis owner age, a broad proxy for work experience. These patterns suggest
that prior work experience is an important way of accumulating the human capital necessary for
successful operation in traditiond fields. Together, the owner age and owner age? variables suggest that
the experience that comes with age trandates into higher firm profits until the phenomenon of old age
(and presumed decline in effort) setsin.

Mogt of the independent variables used in Table 4 have sdf-explanatory names, with the
exception of the “ongoing” variable. This variable identifies owners who entered salf-employment by
purchasing afirm that was dready in operation (ongoing), as opposed to sarting a business from
scratch. The findings presented in Table 4 suggest that purchasing an ongoing firm istypicdly not a
shortcut to profitable operation among black-owned businesses.

Overdl, Table 4's OL S regressions suggest that business profitability is enhanced by
edablishing alarge-scde, well-capitaized firm that does not rely upon a predominantly minority
clientde. Profit prospects are likely to be enhanced, furthermore, if the owner has gppropriate human
capita for running the envisioned business and devotes hersdf full-time to the venture. Even the more
promising firms, however, should expect to have to endure a start-up phase lasting severd yearsin
which newness depresses profits. Newness problems are rooted in learning about one' s capabilities as
a business owner/operator (Jovanovic, 1982) and building up an established clientde. Being maeis
clearly linked to enhanced profits.
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The prospective owner lacking appropriate experience and skills in the envisioned business
field, lacking financid capitd, and targeting a predominantly minority clientele is headed into a business
venture that is unlikely to generate much in the way of profits, especidly during the early years of
operation and especidly if the busnessis a part-time endeavor.

Table 4's OL S regresson equations explaining firm profit levels serve asthe basisfor a
complementary set of logistic regression exercises explaining firm discontinuance and survivad patterns.
These logigtic regressons, utilizing the same data and explanatory variables astable four sOLS
regression anayses, are conducted primarily to test the robustness of the OL S regression findings on
firm profitability. Inherent difficulties plague smal business profitability analysis because profits are
computed using widdly varying accounting conventions regarding depreciation methods, inventory
vauation, and so forth. Dollar measures of profitability, therefore, are apt to possess more randomness
than the aternative firm viability measure, smdl business longevity. Furthermore, in the CBO database,
nonresponse problems on theinitid survey questionnaires were greater for the question regarding owner
estimates of before-tax profit amounts than they were for other questionnaire items. The OLS
regression equations explaining profits for black-owned firms, nonetheless, produced clear-cut results.
However, econometric examination of a second business viability measure -- survivad -- may possbly
reved anomdiesthat cdl into question the findings from Table 4, or the findings may smply be
regffirmed, adbet from a complementary andyss.

Patterns differentiating traditiona from emerging lines of black business are explored by
edimating logigtic regression equations that explain firm surviva (Table 5). The dependent varidble in
Table 5'slogidtic regresson is whether or not the business operating in 1987 was till functioning in late
1991: Positive coeffiecient values are associated with firms till operating in 1991, and vice versa.
Complete explanatory varigdble definitions are presented in Table 7.

INSERT TABLE FIVE HERE

Logigtic regression results identify rikingly different surviva patterns between the traditiona

and emerging black business groups. Being college educated is strongly, positively associated with firm
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surviva among the emerging business owners, but the opposite pattern typifies traditiond firms. All of
the measures of owner education and experience for traditiona firms point toward a common pattern:
Gresater education and experience predict firm discontinuance. Traditiona-firm owners possessing
managerid experience prior to sdf-employment entry are Sgnificantly less likely to see thar firms

survive than other owners, this pattern is absent among the emerging-firm owners.

Human-capita quaity does not trandate into firm continuity in the traditiona black business
group. Rether like Asan-immigrant owners (Bates, 1997), ownership of atraditiond line of businessis
positively linked to firm closure for many college-educated African-Americans. The contrast in
educetion variable coefficients (Table 5) reveds a pattern in which well-educated black ownerstend to
dtay in emerging fidds and exit from traditiond lines of business, other factors congant. Relevant

variable coefficients are summarized be ow:

Traditiond fidd Emerging line of busness
Ed: 1-3 years college -.524 +.504
Ed: college graduate -.551 +.424
Ed: graduate school -.275 +.642

The financia returns earned by well-educated emerging firm owners gppear to be adequate to keep the
businessesin operation, while traditiona firm owners may be driven by low returnsto close their
business and face ajob search.

Beyond human-capita quality measures, explanatory variablesin Table 5's exercises behaved
amilarly for the traditional and emerging firm groups. The larger scale, better capitaized firms headed
by full-time owners were more likely to remain in operation than others. Serving aminority clientee, as
opposed to competing in the broader economy, had no significant impact on surviva prospects,
athough traditiond firms served the minority niche much more heavily than the emerging lines of black-
owned business. Furthermore, sdf-employment entry via purchasing an ongoing firm did not promote
business surviva among black owners. Findly, the younger firms were much more likely than the older,
established firms to discontinue operations by 1991.
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The failure of traditiona black business fields to retain well-educated owners bodes poorly for
the future development of this firm group. Isthererealy no systemétic payoff to college education in
traditiond fids? Table 4’ sfindings indeed indicate that thereisnot: Higher levels of owner education
have no systematic relationship whatsoever to the profitability of traditiona black-owned businesses.

Thefindings of the regression anayses summarized in Tables 4 and 5 clearly indicate that
undercapitdization can hurt aspiring entrepreneurs. Microenterprise programs have devel oped
expertise in making very smal loans, but many are struggling with how best to serve needy dients.
Traditiond financid inditutions not only avoid making very smdl business loans, but dso shy away from
larger business credit needs up to at least $50,000. As aresult, those entrepreneurs who wish to start
businesses requiring greater initia capitalization, as well as those who graduate from microenterprise
programs and need to grow into larger loans, often have limited options.

In intensve interviews conducted with borrowers at Women's Initiative for Self Employment,
Working Capital, and ACCION New Y ork, some borrowers expressed frustration because of the
limits that smal loan Szes placed on their growth. Working Capita borrowers must begin borrowing at
the $500 level and proceed through successive levels regardless of need, credit history, or size of
business. A borrower cannot skip astage or move through the stages more quickly than the designated
payment period. Table six illugtrates the amounts and terms of each step.

INSERT TABLE SIX HERE
This process of garting out small and borrowing progressvely larger sums of money is cdled
“gepping,” and it is being increasingly employed in microenterprise programs, particularly those that use
peer lending. At Working Capita, borrowers in peer groups approve each other’ sloans and base their
decisions on whatever criteria the group deemsto be appropriate. The primary advantage of employing
asepping method isthat small, dow, incremental steps minimizerisk. If aborrower defaults, the other
members of his or her group are responsible for paying back the loan. This method alows group
members to experience borrowing, get to know each other’ s businesses, and build trust before taking

on too much risk.
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The primary disadvantaged of stepping isthat it operatesto constrain borrowers whose
busi nesses are growing quickly and who need larger amounts of credit in order to keep pace. Manfred,
who has moved his rapidly growing graphic design business from his mother’ s garage to a warehouse
gpace in the year ance he joined Working Capitd, is experiencing this kind of problem with the stepping

process.

The way that their schedule is structured it's just that a company that wants to grow
quickly is not going to be able to... It would take me, if | were just to rely just solely on
Working Capitd for this to be an effective company, to make any sort of profit and be
in the black, six years... | think that the lending should coincide with growth. That's like
if you can pay back $500 in aweek, do it, and you' ve il got that on your credit rating

as paying it off.

Manfred has begun to look for other sources of capitd to finance the growth of his business, but other
Sources are scarce.

Kate, who gpplied for aloan a& Women's Initiative after having run her photography lab for a
year, believes that her business has been undercapitaized from the beginning. Of the loan she received
from Women's Initiative, she says, “1 don't think that that |oan was enough to support what the plan
was. | think you can only have so much expertise as a business consultant, and nobody [at Women's
Initiative] knew the photo industry.” Other Women's Initiative borrowers discussed the limits that small
loan sizes placed on their businesses growth.  Although many microentrepreneurs claim that they are
undercapitalized, recent research finds that undercapitalization may be a symptom of owner skill
deficiencies (Lichtenstein & Lyons, 1996).

Recognizing these problems, many microenterprise programs have begun to work cautioudy on
ways of making larger amounts of capital available to borrowers. Women's Initiative has created some

larger loan products. The maximum amount granted to firg-time Women'’s Initiative borrowersis
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$5,000. Subsequent loans have run as high as $20,000. Women's Initiative currently has four loan
products that range in size from $200 to $20,000. On occasion, Women's Initiative has helped clients
who needed more than $5,000 to start by working with another organization, such as the San Francisco
Mayor’s Office on Community Development, to find additiond funds. Women's Initiative dso heps
link borrowers with larger capital needs with area banks with which the program has established
relationships.

Working Capitd staff aso recognize the existence of amarket of entrepreneurs who need larger
loans and who are not currently being served. Working Capitd would like to serve this market and is
currently grappling with how best to do so. The most likely scenario would consist first of making larger
loans as an extension of what the program aready does. In other words, borrowers would still have to
proceed through the same levels at the predetermined pace, but the ceiling would be raised to $10,000
or more. Program staff are dso interested in serving atier of borrowers who would comein & the
$5,000 or $10,000 level, but al agree that this kind of project would have to be done very cautioudy.

Upon recognizing that some of its borrowers needed greeter financing than Working Capita
could provide, staff at the program’s Lawrence, M assachusetts-based project worked with seven area
banks to develop a spin-off, second-tier microloan program that begins lending at $5,000. According

to Nelson Quintero, who runsthis project, these seven banks

saw the success of Working Capita, how we had developed the program, the number
of participantsinvolved, and saw that therewasa. . . gap between $5,000 and
$25,000. Community Development [a City of Lawrence agency] has something cdled
the Smdll Business Development Loan Fund and that starts at $5,000 and goes up to
$50,000. So there was a gap between $5,000 and $25,000 and that’s where the idea
of putting this second-tier loan program came from. There were individuals who knew
of Working Capitd, knew of the Minority Business Council, but at the same time knew

that we couldn’t meet their needs because they were beyond $5,000.
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In addition, the relationships between Working Capitd’ s Lawrence project and the area banks have
resulted in learning on the part of the banks. This effort is an important bridge between traditiona and

dternative financd inditutions.

PROGRAM AND POLICY RECOMMENDATIONS
The microenterprise strategy is not a panacea. When well targeted and clearly focused,
however, it can be a critical vehicle for helping some low-income people to achieve economic sdif-
aufficiency. Given that many smal businesses are important contributors to household income, how can

microenterprise programs target their efforts to increase viability among the assisted firms?

1. Programs should help qualified entrepreneursto secure larger loans. Complaints of
undercapitdization and the fact that emerging, more profitable busness sectors often require greater
capitalization merit recognition from program organizers and policy makers concerned with making
sdlf-employment more available to disadvantaged groups. Larger loans must be available to those
who have the expertise to use them to build strong businesses.

2. Microenterprise programs should steer entrepreneurs away from narrow, low-income,
minority markets. Research shows that entrepreneurs who do business with a narrow, low-
income population become ghettoized and limit their growth and profitability. Business stabilization
and growth are more likely when the entrepreneur reaches a broader market. Microenterprise
programs must help entrepreneurs to establish firms targeting emerging marketing opportunities.

3. Microenterprise programs should offer specific training to prepare prospective
entrepreneursto enter emerging business areas. In many cases, thiskind of training fitswith
programs gods of removing discriminatory obstacles. Programs focused on women, for example,
could help women to enter such traditional mae bastions as the skilled congtruction trades. A few
select programs are beginning to experiment with thiskind of focused training. Enabling women to
enter more profitable emerging fidds that are likely to fully support householdsis particularly critica

given the recent increase in low-income, femae-headed households and wefare reform’s push to
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move women off welfare and into work. At the same time, microenterprise programs cannot be
expected to single-handedly turn disadvantaged people into successful entrepreneurs. Many
microenterprise programs—including those studied here—have begun to network with related
organizations and indtitutions, building skills and providing access to support services such as child
care (Servon, 1998).

4. Programs and policy should focus resources on those entrepreneurs most likely to succeed.
Many programs adready have some system in place to filter out less serious and less prepared
entrepreneurs. Often, screening processes involve encouraging those who are not reedy for the
program to leave it. Some return once they have accumulated the necessary personal resources.
Simply using adatistica profile to admit or rgject participants will clearly recreate the kind of
arbitrary discrimination in which treditiond financia inditutions have long been involved. At the same
time, trying to turn people without the necessary skills into successful entrepreneurs will be costly and
lead to program failure. Policy makers seeking to use sdf-employment as away to move low-
income people from welfare to work must identify the niche group within the larger group that is, in
fact, prepared to consider and succeed at self-employment.

5. Themicroenterprise strategy needs better evaluation. This sudy illugtrates the need for
research on microenterprise programs that uses gppropriate control groups. A serious analysis of
microenterprise programs as antipoverty programs for welfare recipients, for example, would use
the methodologica device of the control group. A control group of welfare recipients with the same
broad demographic profile and educationd credentias as the micro-loan recipients should have
been set up at the beginning of the SEID study. Such a comparison group would have been
designed to include no micro-loan recipients. When evauation was undertaken in 1994, it would
have been a smple task to compare poverty levels and welfare dependency rates for the micro-loan
recipients versus the controlsin order to determine the impact of microenterpise involvement upon
individua economic status. Microenterprise evauations to date have never used control groups
(see Raheim & Alter, 1995). It will also be necessary to look at the outcomes these programs

produce over the very long term, which will necesstate comprehensive longitudina studies.

28



29



References

Bates, T. (1990). “New data basesin the socia sciences.” Journa of Human Resources, 25, (4), 625-
643.
Bates, T. (1993). Banking on black enterprise. Washington, DC: Joint Center for Political and

Economic Studies.
Bates, T. (1997). Race, sdlf-employment and upward mohility: An illusve American dream Bdtimore:

Johns Hopkins University Press.

Bates, T., & Howdl, D. (1997). The declining status of African American malesin the New Y ork City
congtruction market. In P. Mason & R. Williams (Eds.), Race, markets, and socid outcomes,
(pp.-15-29). (Boston: Kluwer).

Clark, P., & Huston, T. (1993). Assiding the smalest businesses. Assessing microenterprise

development as a grategy for boosting poor communities. Washington, DC: Aspen Indtitute.
Deving, T., & Mlaker, J. (1992). Inter-indudry variation in the determinants of sdf-employment. State

College: Pennsylvania State University, unpublished report.
Gerber, M. (1995). The e myth revisted. New Y ork: Harper Business.

Jovanovic, B. (1982). “ Sdection and evolution of industry.” Econometrica, 50, (3), 649-670.
Lichtengtein, G. A., & Lyons, T.S.(1996). Incubating new enterprises. A quide to successful practice.
Washington, DC: The Aspen Indtitute.

Nucci, A. (1992). “The characterigtics of business owners database” (US Bureau of the Census
Center for Economic Studies discussion paper CES92-7).

Raheim, S. (1996). “Microenterprise as an approach to promoting economic development in socia
work.” Internationa Socia Work, 39, (1), 69-82.

Raheim, S, & Alter, C. (1995). Sdf-employment invesment demondreation: fina evauation

report. Washington, DC: Corporation for Enterprise Development.

Reynolds, P., & Miller, B. (1992). “New firm gestation: Conception, birth, and implications for
research.” Journd of Business Venturing, 7, (5), 405-417.

Servon, L. (1998). “Credit and socia capitd: The community development potential of US

microenterprise programs.” Housing Policy Debate, 9, (1), 115-49.

Servon, L. (1997). “Microenterprise programsin US inner cities: Economic development or socid
welfare?” Economic Development Quarterly, 11, (2), 166-180.

30



Servon, L. (1998). Microenterprise development as an economic adjustment strategy. Report to the

Economic Development Adminigtration, US Department of Commerce.

Severens, C., & Kays, A. (1997). 1996 Directory of U.S. Microenterprise Programs. Washington,
DC: The Aspen Indtitute.

Spalter-Roth, R., Soto, E. and Zandniapour, L. (1994). Microenterprise and women: findings on the
viahility of sf-employment as a drategy for dleviating poverty. Washington, DC: Ingtitute for

Women's Policy Research.
U.S. Bureau of the Census, (1991). The Characterigtics of Business Owners (Washington, DC: U.S.

Government Printing Office.
Waddinger, R., & Balley, T. (1991). “The continuing significance of race. Racid conflict and racid
discrimination in construction.”  Politics and Society, 19, (3), 291-323.

31



Tablel: Reasonsfor not beingin business

Issue Response
| could not raise enough money 32%
| fet that | needed more training rdevant to my 24
business or businessidea
| wasn't making enough money with my busness | 24
Sdf-employment requires moretimeand energy | 11
then | can commit
Marketing my product was too difficult 11
| had an unexpected persond or hedth event 11
| decided my businessideawas not asgood as | 8
thought it was
| could not produce my product 5
| found ajob 3
| had too many language difficulties 3
| didn't want to give up the benefits | was 0
receiving from my job
Other 37

Source: WISE Client Follow-up Study, 1993
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Table 2: Traits of Minority-Owned Businesses Nationwide that Started Up with Minimal Human
Capital and Financial Capital |nvestments (firms started after 1979 only)

1. Businesstraits
1987 gross saes (mean) $33,054
Percent of firmswith gross 1987 sdes under $20,000 61.6%
# employees (mean) 0.3
Percent of firmswith no paid employees 92.9%
1987 net profits (mean) $11,196
Percent of firmswith net profitsin 1987 under $10,000 61.8%
Totd financid capitd at sartup (mean) $1,354
Percent of firms started with zero financia capita 46.9%
Percent of firms till in operation, 1991 70.8%
2. Owner traits
Annua owner labor input hours (mean) 1,664.7
Percent reliant upon business for 50% or more of household 46.7%
income
Percent with total household income of under $15,000 48.8%
Wed, living with spouse 79.3%
Black 30.0%
Hispanic 57.4%
Adanimmigrant 84%
All other 4.2%
Made 77.9%
3. Industry groups
Sarvices 35.5%
Condgtruction 2.8%
Retall 16.9%
Transportation 11.3%
Agriculture services, forestry 74%
Other Industries 6.1%

Source: Characterigtics of Business Owners data base
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Table 3: Small Black-Owned Businesses that Reported Line of Business and wer e Operating

in 1987 (firms started since 1979 only)

Businesstraits
1987 gross sdes (mean)

Totd financid capitd a artup
(meen)

Percent of firms sarving
predominately minority dientee
Percent of firms gill in operation,
1991

Owner traits
Percent college graduates

Percent with under four years of high
school

Annua owner labor input hours
(mean)

Pretax profits 1987 (mean)
All firms

Firms with owners working full-time
in the busness
Firms with college-educated owners

Firms with college-educated owners
working full-time in the busness

Source: Characteristics of Business Owners data base

Traditiond
$78,290
$17,840

64.5%

76.9%

23.4%
17.5%

1,693

$7,846
$13,264

$6,036
$12,866

Emerging
$60,573
$13,048

37.7%

72.7%

33.2%
20.1%

1,846

$13,161
$18,236

$13,900
$21,027



Table4: OLS Regression Explaining Firm Profitability in 1987 Among Black-Owned Business
(firms started since 1979 only).
A. Emerging Lines of Business

Regresson  Regression coefficient

Vaiable coefficient standard error Variable mean
Constant 8.956* .256 -
Ed: high school -.029 .058 241
Ed: 1-3 years college 024 691 232
Ed: college graduate 004 .065 168
Ed: graduate school 279* 064 190
Management exper. 143* 043 .260
Owner age .003 011 42.770
Owner age2 .000 .000 1953.0
Mde A123* .040 .703
Owner labor input .027* .002 18.898
# employees .012* .003 .698
Ongoing 017 074 064
Wed .038 .039 698
Capital .029* .005 6.020
Leverage .008* .004 1.529
Minority clientele -.163* .036 390
Entered 1984 or 1985 -.073 .049 230
Entered 1986 -171* .052 195
Entered 1987 -.329* .049 .268
n 2334
R2 204
F 32.9
* Statistically significant at the .05 level

35



Table 4 (continued)

B. Traditiona Lines of Business

Vaigble Regression Regression coefficient

coefficient standard error Variable mean
Constant 7.988* 416 -
Ed: high school .096 091 353
Ed: 1-3 years college -.072 .096 272
Ed: college graduate -.034 J11 141
Ed: graduate school 104 125 084
Management exper. .218* 071 228
Owner age 037 .018 44.569
Owner age2 -.0004* .0002 2107.0
Mde .108* .059 488
Owner labor input 023* .003 18484
# employees .011* .003 1.119
Ongoing -.190* 077 179
Wed -133 .062 674
Capital .028* .008 6.670
Leverage .0005 .005 2112
Minority clientele -.150* 057 .563
Entered 1984 or 1985 -.078 074 .260
Entered 1986 =177 .086 159
Entered 1987 - 279 .078 222
n 764
R2 222
= 11.8

*Statistically significant at the .05 level
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Table5: Logistic Regression: Explaining Black Firm Survival over the 1987-1991 Period
(firms started since 1979 only)

37

Traditiona Emerging
Regresson Regresson

coefficient coefficient Traditiond Emerging

Vaidble (s'd error) (st'd error) Variable mean Variable mean

Congtant 1.364 -2.666* -- --
(.971) (.539)

Ed: high school -.302 251* .328 239
(.237) (.122)

Ed: 1-3 years -.524* .504* 277 242
college (.240) (.128)

Ed: college -.551* 424> 137 163
graduate (.271) (.142)

Ed: graduate -.275 .642* 102 185
school (.299) (.143)

Management -.387* .017 218 255
exper. (.172) (.097)

Owner age .025 125* 44.381 42.768
(.042) (.024)

Owner age2 -.0002 -.001* 2,089.9 1,950.5
(.0005) (.0002)

Mde -.200 A77* 501 715
(.143) (.088)

Owner labor input .024* .025* 17.193 18.762
(.006) (.004)

# employees .094* .100* 975 .700
(.047) (.033)

Ongoing -.259 227 182 .067
(.185) (.172)

Wed 128 -.027 704 715
(.157) (.088)

Capital .059* .030* 6.882 6.215
(.019) (.010)

Leverage -.015 .003 2.540 1.737
(.012) (.008)

Minority dientle 215 -.026 564 .398
(.140) (.079)

Entered 1984 or -1.110* -.315* 235 222
1985 (.233) (.118)

Entered 1986 -1.684* -.618* .166 195
(.242) (.119)




Table 5 (continued)

Entered 1987

-1.711* -.792* 291 290
(.217) (.108)
n 1,387 3,735
-2LogL 1,307.7 4,035.0
Chi square 163.1 297.5

*Statistically significant at the .05 level
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Table 6: Working Capital Stepping Process

STEP MAXIMUM TO BE PAID NO
LOAN AMOUNT FASTER THAN:
1 $500 4 - 6 months
2 $1,000 4 - 12 months
3 $1,500 4 - 18 months
4 $3,000 12 - 36 months
5 $5,000 12 - 36 months
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Table 7: Definitions of Variables Appearing in Econometric M odels

Definitions of the variables used in Table 4's OL S regresson modes and Table 5'slogistic regresson
models are formdly defined below

1. Owner characterigtics

a

Education: these variables are defined as equd to one under the following conditions (and
defined as zero otherwise):

Ed: high schodl: those who are high school graduates only

Ed: 1-3yearscollege: those with some college education

Ed: college graduate: college graduates

Ed: graduate school: those with at least some graduate education

Age: to account for possible nonlinearities, the individud’ s age (owner age) and the
squared valued of age (owner ggez) are both used as explanatory variables.

Gender: mde is dichotomous variable, set equd to one for males and zero for femaes.

Maritd gatus: wed is dichotomous variable, set equd to oneif the individud is married and
living with their spouse, zero otherwise,

Owner labor input: number of hours during the 1987 cadendar year spent by the owner
working in the rlevant smal business, divided by 100.

Management exper: for those working in amanageria capacity prior to owning the busness
they owned in 1987, management exper = 1. otherwise, management exper = 0.

2. Frm characterigics

a

Capitd: thelog of the sum of debt and equity capital used to start or become the owner of
the business.

Leverage: theratio of debt to equity capitd invested in the firm at the point of entry.

# employees. average number of paid workers reported to the federa government on 1987
quarterly payrall forms.

Ongoing: if the owner entered a business that was dready in operation, ongoing = 1; if the
owner was the origina founder of the business, ongoing = 0.

Minority dientde: if 75 percent or more of the firm’s cusomers are minorities, minority
clientele = 1; otherwise 0.

40



f. Entered 1984-1985: if the business was started or ownership was acquired during
1984 or 1985, then entered 1984-1985 = 1, otherwise O.

0. Entered 1986: if the business was started or ownership was acquired during 1986, then
entered 1986 = 1, otherwise 0.

h. Entered 1987: if the business was started or ownership was acquired during 1987,
then entered 1987 = 1; otherwise 0.

3. Dependent Variables

In table four, OLS regression models are used to analyze firm profitability. Inthe OLS

regression exercises, the dependent variable isthe log of the total dollar amount of firm pretax
profits generated in 1987. The digtribution of profits among black-owned firmsis skewed
somewhat by the high-profit subset, and the log transformation of profits solves this problem. Negative
profit firms are dropped because of the choice of the log specification. In thetable five logigtic
regresson models, the dependent variableis ~ whether or not the businessthat was operating in 1987
isdill functioning in late 1991. Business till operating are consdered active firms, those that have
closed down are considered discontinued; active firms are represented by a dependent variable

of one, while discontinued firms are zero.
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